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Personal Income “Gax Reform 


IRVING J. GOFFMAN 
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Few problems in taxation have attracted as much 
attention in and out of government circles as that of tax 
base erosion. In recent years it has become increasingly 
evident that the personal income tax is not performing 
as well as it should in terms of its revenue potential. For 
example, despite the fact that personal income in the 
United States exceeds $400 billion and that the tax rates 
range from 20% to 91%, the revenue from this tax is 
under $40 billion, less than 10% of total personal income. 
Why, with such a steeply progressive tax rate structure, 
is the federal government able to raise only a relatively 
small component of personal income? The purpose of 
this article is to answer this query and to focus attention 
on the areas most in need of reform. 

The basic explanation is simple. From its very be- 
ginning, and with particular vigor during the past fifteen 
years, the personal income tax statute has granted prefer- 
ential treatment to certain taxpayers, with the result that 
the actual amount of income subject to taxation—the tax 
base—has withered away to less than half the aggregate 
personal income. With a smaller base and no change in 
the revenue requirements, tax rates must be increased 
further, which, in turn, makes new loopholes in the law 
even more desirable. This, once again, makes another 
round of rate increases necessary, and the vicious circle 
continues. 

While the revenue aspect of this subject is the most 
obvious, two other consequences of preferential tax treat- 
ment are notable. First, it eliminates the equitable nature 
of an income tax—indeed even a progressive income tax. 
In tax usage the unequal taxation of unequals is described 
as equitable, but equity also requires that persons who are 
similarly situated in an economic sense be subject to the 
same tax liability. If, however, some taxpayers are per- 
mitted exclusion of part of their incomes or are subjected 
to lower rates on part of their earnings, then other tax- 
payers who receive the same amount of income but are not 
so favored by the law must obviously bear a greater 
share of the tax burden. Contradiction of the equity 
eriterion as outlined above may be dictated by other prin- 
cipal objectives, such as “fairness,” “simplicity,” “minimum 
restraint on economic growth,” or numerous other political 


and social aims. Inevitably, these aims result in conflicts 
and it becomes a matter of personal preference as to which 
are to be sacrificed. This writer holds the view that 
economic justice must be maintained if the income tax 
is to survive and that special tax favors are dispensable 
even if they promote worthy ends. In any case, these 
other objectives can usually be realized more efficiently 
through instruments other than the income tax. 

Second, preferential provisions negate the neutrality 
of the income tax. In an economic system such as ours, 
the tax system should interfere as little as possible with 
the operation of the free market mechanism in directing 
resources into their most productive uses. This is what 
is meant by tax neutrality. In order for an income tax 
to possess this characteristic of a “good” tax, it must be 
imposed upon all income regardless of the source, the 
recipient, or the method of disposition. Preferential tax- 
ation undoubtedly encourages taxpayers to arrange their 
affairs to take advantage of these benefits. As a result, 
scarce resources will not necessarily flow to their most 
efficient uses, but rather to those yielding the largest 
returns after taxes. It should be noted that such conse- 
quences may be considered desirable in connection with 
specific social policies other than taxation. However, in 
most of these cases, the tax system is a poor instrument 
for administering the policy. Indeed, it will be shown 
that such a practice often leads to results which are com- 
pletely unintended and perhaps even undesirable. 


Income in Kind 


Certain types of income are completely ignored for 
income tax purposes. In some cases this is a result of 
historical accident, while in others it reflects very conscious 
congressional action. Whatever the reason, the conse- 
quence is a lower tax base for certain special taxpayers 
and, hence, a lower tax burden. 

Among the oldest exclusions are those dealing with 
non-money income. The most important include rent, in- 
terest, and wages and salaries which are not in the form 
of money but rather in services which can be valued in 
terms of money. 

In most countries in the Western world, the rental 
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income of an owner-occupied home is imputed to the home- 
owner as taxable income. Failure to do so results in 
more favorable tax treatment for the homeowner than for 
the renter. The home represents a capital investment 
fundamentally no different from securities. In the same 
way, it yields an income which enhances the relative eco- 
nomic position of the homeowner and which is equivalent 
to the net rental value of that home. This inequity be- 
tween homeowner and renter has long been recognized, 
and the exclusion of imputed rent is often defended on 
the grounds that it encourages homeownership. While 
there is some truth to this argument, it is a curious 
method. Since this provision results in a significant tax 
saving to the homeowner, it can be regarded as a form of 
subsidy, with the amount depending upon the value of the 
home and the income of the taxpayer. Presumably the 
two are closely correlated—the higher the income, the 
greater the encouragement of homeownership. If home- 
ownership is a socially desirable policy, then the present 
method of using the tax system to induce the acquisition 
of homes results in subsidizing those who need it least. 
It is difficult to understand why those who own homes are 
in greater need of tax relief than those who rent. 


A second exclusion concerns goods and services offered 
to employees in lieu of money wages. This has become 
an ever-increasing amount over the past twenty years in 
the form of fringe benefits and expense accounts. Not 
only are these often more important to executives than 
taxable money compensation, but they are also given a 
great deal of emphasis in labor-management agreements. 
The result has been a persistent trend toward payment 
in kind which commutes money into tax-free services. 


Excluded Money Income 


The law extends this same tax privilege to certain 
forms of money income as well. Perhaps the two most 
important money exclusions are transfer payments and 
the interest on state and local government bonds. Their 
significance lies not only in the revenue lost but also in 
the widespread recognition of the need for some sort of 
tax reform in these areas. The exclusion of social security 
benefits and certain military compensations are traceable 
to depression and wartime conditions. In excluding the 
former, the overriding consideration was the fact that 
such benefits accrued to those faced with economic hard- 
ship. While this was accurate in the 1930’s when the 
program was enacted, it is no longer necessarily so. The 
expansion of this program to include more than merely 
destitute cases has resulted in a different situation. This 
has been particularly true of the old age benefits, which 
accrue to almost all Americans regardless of economic cir- 
cumstance. For those who are primarily dependent on 
these benefits for their livelihood, taxes would be low in 
any case, since these individuals would be permitted the 
basic exemptions available to all taxpayers. In addition, 
such individuals are eligible for special old age exemp- 
tions which reduce their tax bases even further. To add 
to these exemptions the exclusion of part of their income 
results in significant differences in tax burdens among 
taxpayers who are in similar economic situations. 


Various forms of military compensation were excluded 
primarily because it seemed unfair to tax fully those who 
were risking their lives in the service of the nation. Since 
the end of World War II, the justification of these ex- 
clusions has changed somewhat. It is now argued that 
these tax favors for the military and veterans are neces- 
sary on incentive grounds to supplement the relatively 
low incomes of military personnel. While adequate 
salaries are necessary to attract qualified persons, this 
objective should not be accomplished by the use of the 


tax system but rather by a more direct method, such as 
salary increases. 


From the very beginning of income taxation in this 
country, the doctrine of intergovernmental tax immunity 
was recognized. On this basis, much of the income emanat- 
ing from one level of government was excluded from 
taxation by the other level. While the doctrine has been 
limited in scope over the years, it is still applied to the 
interest on state and local bonds. Such interest is not 
subject to federal income taxation. The existing condi- 
tion is comparable to that which would be created if the 
federal government were to subsidize the lower levels of 
government, since the interest on these obligations can be 
lower than the market rates on private securities, yet 
they can still be sold. One result is misallocation of eapital, 
since the flow of loanable funds is distorted from the pri- 
vate to the public sector. Individuals are more wont to 
invest in low-interest tax-free “municipals” than in other 
types of assets, particularly if the investor is a high- 
income taxpayer. For example, in the 80% bracket, a 
taxpayer can keep only $1.20 of the $6.00 he earns on a 
$100 industrial bond bearing 6%. However, the same 
investment on a state bond yielding 21%2% would provide 
$2.50, of which the taxpayer need share no part with the 
government. 


It is often argued that it is this exclusion which enables 
states to sell their obligations without burdening them- 
selves and their citizens with high interest charges. While 
this method does lower the cost to the state, it reduces 
the revenue of the federal government and thus contributes 
to higher federal tax rates. The same end could be accom- 
plished much more cheaply if states were to pay the mar- 
ket rate of interest in order to attract capital and accept 
subsidies from the federal government to help them pay 
this interest charge. For example, in the case cited above, 
even if the state paid 642% and accepted a subsidy of 
$4.00 per hundred to compensate for the higher rate, the 
federal government would get back $5.10 in taxes. Instead 
of a loss in revenue as a result of the exclusion, the 
federal revenues would increase by $1.10, and the state 
would sell its obligations without its citizens bearing a 
higher interest burden. In turn, this would enable a 
lowering of federal tax rates and the elimination of tax 
differentials among taxpayers with equal before-tax in- 
comes. This area of preferential taxation has long been 
recognized as one in need of reform, and it is likely that 
a revision in the code will soon accomplish this. In the 
interests of efficiency in resource allocation and reduction 
in the statutory rates of taxation, such reform is manda- 
tory. 


Dividends, Capital Gains and Depletion 


Since 1954 the tax law has provided for a $50 exclusion 
of dividends and then a tax credit of 4% of the excess 
over $50. The basis for this provision is the “double 
taxation of dividends” argument. In the first place there 
is general agreement among economists that at least part 
of the corporate income tax is shifted backwards in the 
form of lower wages and/or forward in the form of higher 
prices. To the extent that this is so, there is less “double 
taxation.” In the second place there has been some argu- 
ment that even if there is “double taxation,” this is justi- 
fiable on the grounds that the corporation is a beneficial 
form of business which is a privilege granted by the 
government. The tax is in payment for this privilege. 
In the third, and perhaps most important, place, if 
there is double taxation, the present method relieves it 
in a discriminatory fashion by granting greater relief to 
those in the higher income groups than in the lower. While 
all taxpayers are eligible for the same dollar relief regard- 


less of income bracket, the corporate tax inflicts a far 
larger additional tax on low-income taxpayers than on 
high-income taxpayers. For example, if we assume a 
corporate tax rate of 50%, then a $100 dividend can be 
regarded as representing $200 in the absence of such a 
tax. Assuming no corporate income tax, this $200 dividend 
would impose a $40 tax on the taxpayer in the 20% mar- 
ginal bracket and a $180 tax on one in the 90% bracket. 
If, on the other hand, the corporate income is first taxed 
at 50%, then only $100 is distributed. The personal in- 
come tax reduces the low taxpayers’ disposable income 
by $20 and the high taxpayers’ by $90. Adding to this 
the imputed burden borne by each of the taxpayers as a 
result of the corporate tax, the low-income taxpayer pays 
$120 or 60%, while the high-income taxpayer pays $190 
or 95%. Note that the former pays an additional 40% 
while the latter pays only 5% more as a result of the 
“double taxation.” Thus the present technique for re- 
lieving the taxpayer by giving everyone the same credit 
results in substantial relief for the high-income taxpayer 
but not nearly enough for the low-income taxpayer. If 
double taxation really does occur (and this is question- 
able), then a tax credit scheme should be devised which 
grants a higher proportional credit to stockholders with 
low incomes than it does to those with high incomes. A 
sliding scale which is inversely related to the marginal 
brackets is necessary. 

In the United States, the realized gains on the sale 
of a capital asset receives very substantial preferential 
tax treatment if such assets have been held for more 
than six months. Only half of such gains are taxable, 
and these cannot be taxed at more than 50%. Further- 
more, all the unrealized gains can be excluded from tax- 
ation by transferring the asset at the time of death or as 
a gift. After such transfers the gain, when realized, is 
calculated on the basis of the value at the time of the 
transfer. There can be no question about the advantage 
of possessing capital gains rather than ordinary income. 
There is also no questioning the fact that capital gains, 
at least when realized, enhance one’s relative economic 
power. While it is true that one may not be able to re- 
place the asset at the original value, this factor is irrele- 
vant in this context. The income tax is a tax on all 
income and was not intended to take into consideration 
the way one chooses to dispose of that income. In fact, 
among tax students, there is little dispute concerning the 
nature of capital gains. If there is reason to grant special 
favors to recipients of such gains, it is based on the fact 
that full taxation of such gains can lead to undesirable 
results. Perhaps the most significant is that such gains 
usually accrue over a number of years; hence, to tax them 
all during the year of realization could cause considerable 
inequity as a result of the progressive nature of the tax. 
This situation could easily be remedied by means of some 
averaging procedure, which if coupled with the deducti- 
bility of capital losses from ordinary income would create 
little argument in support of special tax preferences for 
capital gains. Even more important, such a procedure 
would eliminate the present pressure on taxpayers to 
arrange their affairs not on the basis of what may be 
economically desirable, but on the basis of converting as 
much ordinary income as possible into capital gains. Fur- 
- thermore, it would stop the continuous process by which 
the law has broadened the term “capital gains” to include 
the ordinary income of certain groups who apparently 
constitute powerful lobbies. 

One final exclusion that should be mentioned here has 
been a source of contention in recent years and is likely 
to be revised in the near future. This is the percentage 
depletion provisions for natural resources. The present 
practice is to permit a flat percentage of the gross income 


of the property which ranges from 5% for sand and gravel 
to 27% % for oil and gas. This deduction may be con- 
tinued as long as the property yields any income, and is 
in no way related to the original cost of the property. 
This is a particularly curious state of affairs, since the 
whole purpose of this deduction is to enable these natural 
resource companies to replace their property when it is 
exhausted. Presumably this has something to do with 
cost—either historical cost or replacement cost. While 
it is true that such industries face risks, these are no 
different than the risks faced by other producers. If they 
are greater, then this would be provided for by the free 
market mechanism in the form of higher prices. To grant 
preferential tax treatment to the oil and gas industry, for 
example, would result in a larger flow of capital to the 
industry than it would receive without such a tax pro- 
vision. Not only does this procedure interfere with the 
market allocation of capital by diverting funds from more 
productive uses to less efficient natural resources, but it 
also causes an overexpansion of output in these latter 
industries. If, as it is often argued, oil and gas are neces- 
sary for our national security (and it is not evident why 
they are more important than steel, for example), then 
presumably these industries should request and be granted 
a direct subsidy rather than one which is hidden in the 
tax receipts. 


Tax Favored Expenditures 


While exclusions are preferences granted to specific 
sources of income, the personal deduction is related to 
particular forms of expenditure. Certain ways of spend- 
ing income are advantageous from the standpoint of the 
taxpayers, since such expenditures may be deducted in 
the determination of one’s tax base. Many of these de- 
ductions have been present for a long time, but in recent 
years the number has grown. In general, the effect of 
these provisions is that of subsidizing and, as a result, 
encouraging certain types of spending. To this extent 
there is an interference in the consumption pattern of in- 
dividuals. If an individual does not spend on the tax- 
favored items, then his income tax burden is higher than 
that of a similarly situated taxpayer who does so spend. 
Thus, there is discrimination against certain taxpayers. 
In addition, the value of the tax subsidy increases as in- 
comes increase. 


If one chooses to itemize his income tax return, the 
law permits the deduction of several important components 
of expenditure which are of a purely personal nature. 
Virtually all taxes paid to state and local governments 
are deductible from adjusted gross income. Since such 
taxes are not voluntary expenditures, there is justification 
in the present method. However, it should be noted that 
perhaps the greatest impact of this provision is the tax 
on real property. If the homeowner included the imputed 
rent on his home, then one could easily defend the deduc- 
tion of property taxes as being essential to the process 
of determining net rent. However, in light of the fact 
that this income is presently excluded, the deduction of 
the tax further increases the discrimination against rent- 
ers who bear some of the property tax in their rental 
payments but may not make any deductions for rent. 
This same phenomenon extends further. Since the law 
permits only the deduction of taxes which are direct and 
can be segregated, those who consume in ways such that 
the tax cannot be segregated face a higher tax liability. 
For example, with regard to gasoline taxes, there is 
discrimination against the bus or taxi rider and prefer- 
erential treatment of the car owner. 


The deductibility of interest is even more difficult to 
understand. Time purchases are a voluntary decision of 
individuals. If the item purchased yielded a taxable in- 


come (it usually yields an imputed income), then the 
process of reaching a net figure would provide for the 
deduction of interest, since it could be considered a neces- 
sary cost of earning that income. However, once again, 
in the absence of the taxation of income in kind, there is 
little logic to this provision. Its primary effect is to 
further reduce the tax bill of homeowners, since mortgage 
interest is of the greatest significance in this context. 
This, of course, furthers the inequity between homeowners 
and renters. 

The statutes also permit the deductibility of certain 
expenditures of a personal nature which are unpleasant, 
unusually large and unavoidable. In this category is the 
deduction of a portion of one’s medical expenses and 
casualty losses. There are two fundamental criticisms of 
both these provisions. In the first place, the tax saving 
as a result of such expenditures is based not only on the 
amount of the expenditure but also on the level of income 
of the taxpayer. While the method of establishing the 
floor in the computation of one’s medical deduction does 
partly eliminate this, it is possible and likely that higher 
income families receive a greater tax subsidy than those 
with lower incomes. Perhaps what both these provisions 
do is to recognize and focus attention upon the presence 
of a problem in the area of medical and casualty insur- 
ance. If there is a desire to institute some government 
scheme which reduces the individual’s burden (and this 
is precisely what these tax provisions attempt to do), then 
there are better ways to do it. The income tax itself does 
not perform well as the instrument of a government- 
sponsored insurance scheme. 


One further tax deduction can be subjected to some 
criticism, even though it has not been seriously questioned 
in Congress in recent years. In order to encourage private 
philanthropy, the statute permits the deduction of chari- 
table contributions to religious, educational, and service 
organizations. Presumably, Congress feels that in the 
absence of private support such institutions would require 
public support, since their services are socially desirable. 
It is false, however, to suppose that the present device 
is not public support. By means of the tax deduction the 
taxpayer is able to divert tax receipts from the public 
sector to these institutions. Fundamentally, the govern- 
ment is subsidizing these organizations, but the decision 
concerning which ones and how large a subsidy each should 
receive is determined by the taxpayer instead of Congress. 
If each taxpayer had an equal voice in the decision, there 
would be no quarrel with this procedure. However, under a 
progressive income tax, this method enables the higher- 
income taxpayer to determine the allocation of a larger 
amount of federal funds than can the lower-income tax- 
payer, even if both should wish to donate an equal amount 
from their disposable incomes. For example, suppose two 
taxpayers wish to contribute $1000 to their favorite char- 
ity. Assume further that one is in the 30% tax bracket 
and the second in the 90% bracket. To accomplish their 
objectives, the first taxpayer may contribute just under 
$3400, while the second may contribute $10,000 and yet 
each would reduce his own personal disposable income by 
the same amount, $1000. In the first case, the government 
is forced to contribute $2400 of its tax revenues, while 
in the second case it contributes $9000. This example 
demonstrates how the higher income taxpayer is able to 
divert a greater proportion of federal funds to his favorite 
charities. 


Preferentially Treated Taxpayers 


The final source of tax base erosion discussed here 
concerns the preferential provisions granted on the basis 
of the personal characteristics of the taxpayer—his age, 


marital status, dependents, and condition of sight. The 
law provides a $600 exemption to those over sixty-five 
years of age and to those who may be legally pronounced 
blind. The presumed purpose of the provisions is to in- 
sure at least a minimum standard of disposable income 
to all taxpayers. In fact, however, there has been little 
evidence of consistency, since these exemptions were great- 
est in periods of relatively low prices and smallest when 
prices have been rising. In addition, there is no provision 
for subsidizing those whose incomes fall below the level 
of exemptions. Despite these weaknesses, the basic per- 
sonal and dependency exemptions have rarely been criti- 
cized. Discontent is usually expressed over the special 
exemptions. 

The additional tax relief granted to those over sixty- 
five raises several significant questions. Since this group 
tends to spend less than younger families, the validity of 
the claim for such additional exemptions is doubtful. In 
addition, they already receive preferential treatment by 
virtue of the exclusion of social security benefits and the 
deductibility of unlimited medical expenses. As to the 
provision for the blind, the basic exemption recognizes 
the capacity for earning low incomes while the medical 
deduction takes into consideration unusual health costs. 
Furthermore, the question can be raised as to why the law 
recognizes only this particular handicap. Surely many 
other taxpayers suffer from maladies with economic conse- 
quences just as severe. 


One further anomaly exists in the field of exemptions. 
Ordinarily a taxpayer can claim a dependent only if he 
contributes at least one-half of his support and if the 
dependent earns less than $600. Since 1954, the law per- 
mits the child dependent to earn as much as he can and 
claim his own $600 exemption. In addition, if the parent 
contributes at least half of his support, then the parent 
too may claim a $600 exemption. Since the exemption 
was intended to be a welfare measure, it seems rather 
curious that the law would grant two exemptions ($1200) 
when the child earns additional income, but only one 
exemption ($600) to the family when the child is unable 
to earn anything. 

This brief discussion has been devoted to those pro- 
visions of the income tax which grant special tax favors 
to individuals on the basis of their sources of income, 
pattern of consumption, and personal characteristics. 
While this has not been exhaustive, attention is focused 
on those items which have been subject to criticism in 
recent years and are more likely to be revised in the future. 
It has been suggested throughout that the present tax 
code tends to discriminate against certain taxpayers and, 
therefore, can be considered inequitable, and that prefer- 
ential treatment can result in distortion of the allocation 
of resources and spending. But certainly of fundamental 
significance is the reduction in the tax base which must 
result from such provisions and, as a result, the continuous 
upward pressure on the rate structure. While tax relief 
is certainly desirable, it would also be equitable if such 
relief could be extended across the board to all taxpayers 
rather than just to special groups. This would be possible 
if a more comprehensive tax base existed. One writer has 
estimated that eliminating these special provisions would 
add over $50 billion to the base and $14 billion to the tax 
yield (Joseph A. Pechman, “What Would a Comprehensive 
Individual Income Tax Yield?” Compendium of Papers on 
Broadening the Tax Base, Committee on Ways and Means, 
Washington, 1959, v.i., 279). Alternatively, with the 
broader base, the present tax yield could be maintained 
and the rates reduced by an average of 30%. This could 
mean a tax structure ranging from 14% to 64% instead 
of the current structure, 20% to 91%. 


